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Regulatory Update B Smce our May report. the FCC has granted I71s n four stes: Georgia and
Louisiana for BellSouth and Maine and New Jersev tor \erizorn. Applicauons 1or

seventeen states’ 271s are before the FCC now. By vear-end we expect all ot
\erizom to be covered by 271s. We expect Qwest 1o have 2715 n all but one or
wo states (Minnesota and Arizona bemng the ones we expect 10 lag). We expect

Tvpe of Report _ i ]
o ' REPORT BellSouth 10 have all s 271s except Fionda. Finally. we expect SBC 1o add
INDUSTRY Califormia late 1n 2002, but do not believe the Amenitech states will get their 271s

until the first half of 2005.

Anna Maria Kovacs. Ph.D., CFA B As part of the 271 process, UNL rates since Mav have bheen reduced in many
(617) 576-5764 states. most notably n the Qwest Region, but also 1n SBC and BellSouth states.
akovacs@yesinvest.com We evpect some more LUNE reductions (Massachuseits, New Jersev and

Pennsyvivania are pending for Verizon. for example) but expect the pace to slow

Kristin L. Burns. Ph.D given how much UNE rates have decreased and given that the 271 process that

(617) 576-5764

cburnsia yesinvest.com ) . .
kburnsia B lor the CLECs. the lower UNL rates present the opportunity 1o enter the local

drives some of the cuts 1s neartng 1ts end

market with minimal up-front investment. It is not ¢lear. however. whether some
of the more troubled compamies. like WorldCom, will be able to take full
advantage. We view UNLEP as being positive tor the IXNCs. pammicularly AT&T, but
do not behieve that 1t s enough to stem the declirung revenues and profitability of

Gregory S. Vitale
(617) 576-5764

gvitale'a vesinvest.com
the consumer long-distance market.

August 22. 2002 B From the RBOCimveston s perspeciine. UNLP presents severai problems. One 1s

the reducuon in revenues that comes trom comvering retail o wholesale revenues.
The other 15 the pricing compression that comes from the RBOCs™ own atlempts to
restructure therr prices o compete with the new entrants, Finally, there is the
exposure during a penod when s RBOC cannot vet enter long-distance. but the
I.\'(_."s have begun 1o enter its Jocal market Among the RBOCs, SBC is by far the
most exposed. [n Cabtormia and in the Amertech states. 1t has super-low UNLEP
prices and no ability to counter an IXC's entry with an all-distance plan. It is
possible that Verizon wil! aiso see some meamingful share loss in the next few
months, but we do not see the IXCs bemng as tocused on 1t as they are on SBC,

particularly m Calitomia
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O\':r three months have passed since we last pubiished our report “The Status of
274 and UNE-Piatform in the Regional Bells” Termtones™.  Griven the recen:

flood of 271 filings with the FCC and the concomuiant changes o UNLE-Platform

(UNEP) rates made by individual state commussions. we thought 11 imely to provide

an ypdate.

R The fiood of appiications for in-Region long distance entry under section 271
of the Telecorm Act {271y is reaching its crest.  Fourteen 271s have been
granied 10 the Regional Bells (RBQCS) so far. and the FCC has apphicauons for
seventeen more before it right now: Alabama. Kentucky. Mississippl. Nonh
Caroiina and South Carolina for BellSouth: Colorado. Idaho. Jowa, Nebraska,
North Dakota. Montana. Utah, Washington. and Wvoming for Qwest; New
Hampshire, Delaware, and Virginia for Verizon.

B By vear-end 2002, we expect 271s to cover all BellSouth states except Fiorida.
ail Qwest states except Minnesota and possibly Arizona. and all Verizon siates.
SBC has a good chance of having California granted by vear-end, and a slight
chance of having Michigan granted as well, with the rest of the Amentech
states likely 1o ship into the first half of 2003.

B A: the RBOCs have prepared to submit their 271s, they and their state
commussions have made changes to their unbundled network element (UNE)
prices. While commissions do occasionally change UNE prices independently
of the 271 process—as New York did earlier this vear and as Massachusetts,
New Jersev, Texas and Pennsy lvania are doing now-—most changes have been
made as part of the 271 process. Thus. both because UNL rates have been
lowered sharpiyv in most states over the last year and because the 271 process ts
ending. we expect a slower rate of change 1o UNL prices over the next year or

two than we have seern the last few months.

B The acrual smplementation of UNEP accelerated in the last few months. as
compennve camiers (CLECs) have focused more on this market. WorldCom’'s
MCT diviston, an pantnershup with Z-7¢l launched ns Neighborhood Plan in
April. AT&T has added local UNEP-based service in sia states 1o its onginal
®c since March of 2002 and will probably add another two states this vear. In
early 2002, AT&T was offermg UNLEP-based tocal service only in New York
and Texas, Since March. 1t has added Michigan, Gueorgia. lhnoeis. Ohio.
Calitormia. and Mew Jersen. It hasindicated that 1 wili also enter Pennsylvania
and Massachusetts this vear. We expect 1t 10 push hard in California. where it
will fight hardest 1o protect ns tong-distance market. WorldCom's MC!
division introduced its Neighborhood plan in April and appeared ready to
pursue entn n at least the urban zones throughow most of the country. LEntry
by these long-distance camiers (IXCs) has been partly n response to potential
entry by the RBOCS into the long distance market in a gihven state and partly in
response to lower UNE prices. Given the financial problems at WorldCom and
the changes 1n AT&T s structure and management as 1t merges its Broadband

)
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unit with Comeast it 1s somewhat difficult to predict how hard they Wil push
UNEP. We expect some backing off on WorldCom's parl. and a harder push
in a small number of states on AT&T's.

At least in theory. the greatest exposure to changes in UNE prices 15 w SBC
AT&T just began deploving LNEP in Califomia. where SBC will not be abie
to respond on the long-distance side till around year-end 2002, at best. AT&T
is also m Michigan. Hhnos, and Ohie. where n is unlikely that SBC wall be
able 1o respond on the long-distance side til! sometime in the first half of 2003
As we indicate below. UNEP discounts are greatest overall in the SBC Region.
BellSouth 1s sezing UNEP-based entry primarily in Georgia and Florida. but
ATAT has not vet entered Flonda. Florida is the onlv s1ate in which we do not
expect BellSouth to have a 271 tll late first quarter 2003, Qwest’s rates have
recem|y dropped n a number of states, so that the Regional average UNLP rate
has dropped from $28.21 to §23.97. However, we do not belhieve that entry
into Qwest’s territory 15 a high priority for the IXCs at any price.  Venzon's
rate at S20.23 1s the second lowes: on a Regional basis. but that rate is
relatvely stakle vs. May of 2002, ltas also worth noting that Verizon has not
lost much market share since rates in New York were lowered in January.
ATA&T has indicated that it will enter Pennsylvania and Massachusetts this
vear. but neither the iming nor the level of effort in those states is clear to us.

The Supreme Court has affirmed the FCC's nght to designate TELRIC (Total
Element Long Run Incremental Cost) as the methodology by which UNE
prices are sel.  More broadly. in its May 2002 Verizon Communications v.
FCC decision. the Supreme Count appeared 1o affirm the FCC's right to
designate anyv method other than rate-of-return. which is specifically precluded
by the Telecom Act. for the purpose of setting UNL prices.

The long-term survival of UNEP 15 nevertheless. in question. In its May 2002
Venizon decision. the Supreme Coun reaffirmed the “necessary and impair”
standard. which 1t had alreads highlighted m ws Januwary 1999 Jowa Lilites
Board v FCC decision On May 24thoomus USTA v, FCOC decision, the D.C.
Crreun of Appeals remanded 1o the FCC the 1999 UNL order mn which the
FCC atnempted 1o refine the hst of required UNEs in accordance with the
Supreme Court’s “necessary and mmparr” standard.  The D.C. Cireun also
vacated the FOC's ime-sharing order. The FCC has appealed back to the full

L .
D.C. Circutt some aspects of the court’s decision,

All of these judicial decisions will have an mmpact on the trienmal review
which was miuated by the FCC in December of 2001 to decide which UNEs

still meet the “necessary and impair” test, The triennial review was expected
to conclude this yvear. If the D.C. Cirewit does accept the FCC's appeal, we
believe 1t is unlikely that the FCC will issue an order in the triennial review till
after the court rules. most likely some time next spring. Aside from delaying
the conclusion, the various court decisions are likely 1o drive the I'CC 1oward a
more granular analvsis than it had done in the past. That was the bent of the
curent FCC anyway. bui the D.C. decision reinforces it.  For example. we
would not be sumprised to see switching removed as an clement n some

€
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markets fairlv quickly and in others over some ionger ransiuon period. Onher
eiements also might be removed over ume in some geographic and customer
markets. 1f the FCC decides to take granularity down to the wire-center ievel.
it may leave actuzl implementanon mn the hands of the siates. but with farly
tight ruies to guide that impiementaton.  En the context of UNEP. what 1s
significant about the removal of an indinidual element 15 that w makes n
necessary for the CLEC 10 do some work to reassemble the ine when 1t insers
its own equipment. That will make it more difficult 10 move large numbers of
customers rapidly. Thus. the timing and outcome of the triennial review 1s
very imponant both to the CLECs INCs who use UNEP and to the RBOCs
whao are wholesaling lines to those CLECs 1XCs at deep discounts

The actual financial impact of UNEP on either the RBOCs or their competitors
is. of course. what investors care about. Unforunately, n is difficult 1o
quanufy because it depends so much on the companies’ strategies. The more
CLECs are able to cream-skim in a given market, the better therr own margins
and the greater the damage to the RBOC. The CLECs" abiliny to cream-skim,
in wrn. depends not only on the CLECs™ own strategies. but on the RBOCs’
win-back eftorts, which often include the introduction of new pricing plans and
the RBOCs ability 1o offer all-distance plans. Thus, damage to the RBOCs’
financials comes not only from the conversion of retail revenues to wholesale
revenues, but from a broader repricing in response to competiion. The offset
from long distance appears to be fairly rmnor. at this point.  Although
ulumateir all-distance customers may he “suckier” than those who use only
one service, injtiaily both sides are likely to spend more on marketing 1o fight

churm than they did before.

Our Mayv 1. 2002 repont included one effort at such an analvsis. It found that
UNEP creates 2 discount of about 19% to 42%0 below retail residential revenue.
LUsing the same retail rates. those discounts would now range from 24% 1o
50%  Another way to look ar the issue 1s to usc the FCC's rate reference
book. which rehes, i tum. on TNS bili-hanvesung data. According to thas
data. average residenual spending per houschold on local senace 1s $426 per
vear and on long-distance $176 per vear. Assumung 1.2 lines per household,
that would equate to about $30 per ling in local revenue plus about $4 per line
in access charges for a total revenue per ine of about $§33-534. That figure
falls within the range of S30-533 for retail consumer revenue that we had
esurfiated 1n May. although both calculattons present potential problems. For
the TNS data. specificallyv. 1t 15 not clear whether 1axes and Universal Service
Fund cominbutions which an RBOC would smmply pass through to the
government are included in the revenue. With that caveat. we are using $33.50
as a nauonal average residenual rate. That Jeads to UNIP discounts on 2
Region-wide basis 0f 27%0 1n BellSouth. 28, in Qwest. 48% in SBC. and 40%
in Verizon. The TNS numbers also indicate that the RBOC would need 1o gain
more than three long-distance customers to make up for the revenues from any
local customer it loses ($474 of Jocal plus access revenue vs. S178 of long-
distance revenue net of access), And--given the different margin structures of
the industries— it needs more than that 10 make up for the lost cash flow. Of
course. 1o the extent that an IXC can capture small busincss customers whose

th
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retai] spending 1s higher than that of consumers. the damage 1o the RBOC o

HS

greater. For some time. at least. while the indusiny restructures 152 Rl 2
"a_li disiance” market, the UNEP vs. 271 game is likely 1o be “negative-sum.”
with both the RBOCs" and IXCs’ profits hurt by lower revenue and higher

markeung costs.
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Changes in methodology and correclions af eors:

B We chanced our MOU (minutes of usel assumpnor rom 1200 w0 1411w

account for 10ll minutes, based on footnote 232 of the FOC's Pennsvivan

order.

For the columns that caleulate full UNEP based on DEM idal-equipment
munutesy. there is no change. Thus, for comparnison. we are showing tull UNEP
based on DEM for both May and August i our tables.

We corrected an error in the formula that caiculated amorized non-recurting
charges for Verizon's MA., NH.NY, DE. PA. For NV, KS. MO. OK and TX.
we now have some non-recwrring charges that we did not have in our last
reranon. For Marvland. we are no longer using the complance rates that we
used m May.  Statewide loop rate averages changed in several BellSouth
Qwest and Vernizon states. though the actual rates did not, based on new
estimates of the distributions of Imes per zone: KY., LA, MS, SC. NM, ME, RI,

PA

Once we assemble our data. we ask all the relevant state compussions, RBOCs
and the 1two major IXCs to comment on its accuracy, We received specific
teedback on the accuracy vt our tables from all the RBOCs and many states.

N

UNE prices continue 1o rend down.

For all RBOCs the full UNEP average (assunuing DEN) dropped by 10% from

that which we reported in Nas

On 2 nanenal basis. tull UNLP average tassuming DEM) now «stands at §20.28

ve the S22 S8 anverage we reported in May.

The range 15 o high of 82438 tor BellSowh and a low of $17.30 for SBC,

wiffhin the range we predicted inoour Mav report

SBC expenienced a roughiy 20 dechine twith an even shamper decline in
Californiar and Quest experienced a roughly 13%, dechine in full UNLEP

(DEM?¥avcrage since our May report,

The RBOC-wide total switching and transport average dropped 21%. from the
$8.34 we reponted in May 10 $6.59 in August.

Sexeral states” full UNLP (DIXM) price appear o increase or actually increased
trom that which we repored in May. In some cases. as noted sbove, we
changed the non-recurming formula. In some cases we changed the distribution

o . —————— o i
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of loops among zones. thus changng the average. [na row cases. TICs dotudin
rose. In AL FL. LA, MS and SC. there 1s now a cross-connect charge that is
part of the non-recurring charges that we amortize. In Oregon. the por rate
increased slightly.

- Anna Mana Kovacs, Ph.D., CFA
— Knisun L. Burns, Ph.D.
Gregony S, Viale
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Company Name Symbhaol Price
BellSouth BLS 2544
SBC SBC ST 8w
Qwest Q s2.&82
Verizon VZ S$318
AT&T T Si1.7¢
WorldConr's M| wWCOLQ Sg.12
Z-Tel ZTEL 8144
Comcast CMCSK §22.99
Dow Jones Industrial DJlA 888787
S&P 300 Stock Index SPX 941 .06
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SBC Communications, Inc. (SBC)
Meeting with SBC CFO highlights key
initiatives; no estimate or ratings change.

Stock data Price performance M IM IIMm
§2-week range T U5547.38-13.30 Absolute §%  -19% 335,
Yeld BET Reltc S&P 500 < T =175
&apitaﬁa‘i"o_n iéréc:siglaiuatioﬁ 2002E 2003E
Marketcap US593.5bn ST USS230  USS130
Latest net debt/(cash) CSCOPE EPS” : T )
Freeficat = GSCOPEP/E - -
Shares outstanding 3325mn * Mav giffer from US GAAP

SBC considers fixing the UNE—P mess, as a prime corporate objective. Delayed LD entry in
key locations, combined with the lowest UNE-P rates in the country, have uniquely
exposed SBC to profit—eroding share loss. Despite this, SBC’s CFO Randall Stephenson still
sees stable cash flows through aggressive cost cutting, combined with the ability to
maintain trends in share repurchases and dividend hikes, Consolidation in wireless is
another key objective of SBC. Acknowledging the proliferation of conversations among
wireless carriers, Stephenson indicated all talks are still preliminary. in the meantime
Cingular is raising prices, sacrificing sub growth, and looking to improve profits.

Full details

WHAT TO DO WITH THE STOCK? We continue cur cautious view of telecom. although
recent stock price declines make us somewhat jess cautious.

Within the group the Bells and rural telcos should provide the best returns, And. within
the Beils. we continue 1o view V'erizon as the best choice right now. As management
indicates. share loss 10 UNE- P is going to be quite damaging to SBC. And we believe it
will suffer the greatest consequences of this phenomenon among the three Bells. Thus, the
valuation premium that SBC trades ar relannve o Verizon on P'E EV TBITDA. and
dividend vield is probablv nat sustainable over the next six months \e continue to use our
current EPS esumates of $2.30 {or this sear and nexa

UNE-P A BIG FROBLEM WITHOUT LD, SBC has been the most vocal ¢ritic of
UNE-P and is working hard 16 raise prices and diunush the negaune effect. In the
absence of pervasive lung distance approval UNF = P has been and will conunue 1o be very
damaging 1o SBC  \Wuith LD approvaiin the Amcrnech region not likehy umil the middle or
second half of ‘03 and Caiiforma not ikely unui vearend 02 SBC stands quite exposed at
the moment. }?\\ ever we should nor extrapolate the SBC experience uniformly to the
other RBOCs. No others face the unigue combination of low priced UNEF- P high
residential rates (in the Ameritech regions. big concentrared indusinal states. and no LD
capability. Thus. we don 1t see Verizon in particular. and BeliSouth 1o a iesser degree has
having the same degree of exposure. Su. ves. if an ILEC loses a customer 10 UNE-Pitsa
big hit to the bottom Line — but st has 1o lose the customer for the hir (o be taken.

And inour view VZ and BLS are fikely 16 be able 1o offset this materially better than SBC
over the next year. It shouid be noted that SEC has been enjoving these same benefits share
retention in its states where it has long distance approval  SBC intends to file cost studies
in ke_xqgr:sd;mmns using the regulatory path as one attempt at raising rates,

fn addition. it continues to trv 16 use bundling as aggressivelv as possible 1o offset share

oss

WIRELESS CONSOLIDATION A KEY OBJECTIVE, Newspaper reports have

:gz éﬁgocf;:::; IAI:F?:MAT!ON ABOUT GOLDMAN SACHS' RATING SYSTEM AMD OTHER DISCLOSURES, REFER TO
el ATERIAL, GO TO http://www.gs.cnm/research/hedge.html, OR CONTACT YOUR INVESTMENT
IVE.
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exaggerated the speed of wireless consolidation and the progress that has been made tc date
However the desirabilitv of gerting a deal done is obvious. and the company acknow ledged acine
conversations. Mr. Stepherison noted that of the nwo options for deals AWTE preserts less dilution
but greater repulatory and integrauon hurdles \oicestream presents higher dilution but far easier
regulatory approval and integranon  Furthermore. simiiar o press accounts he indicated a dea.
for Voicestream mav be impractical without taking in DT as an equity participant ti.¢ no ali—cash
deal.) And. importantlv. SBC is open 1o thar possibilitv

WIRELESS PRICE HIKES DESPITE SLOVWER SUB GROWTH The healing efiec s of wireless
mergers are not neari upon us vet  In the meantime. Cingular is taking steps (0 heal thvself.” The
price hikes are geared 10 baost profitabilitn even as it sacrifices sub growih The parucula
increase in national plan rates announced this week are geared to both reduce off- nerwork
roaming costs and slow down the consumption of TDMA network capacity - SBC and BLS are fully
expecting their joint venture 1o experience Jow to no sub growth as a result of these actions as well
as the customer churn thar will be stimuiated by the WaorldCom reseller shift

CAPEXN TO REVENLUE SHOULD BE NO HIGHER THAN 15% AND WILL BE LOWER
ABSENT GROWTH. There is a broad effort 1o cut capex in both wireline and wireless operations.
Inwireline Stephenson indicared that current thinking is that capex 10 sales should be no higher
than 15% and that in the current environment it should be no higher than 13%:. and vet it is.
Thus further capex cuts should occur In our view  if demand recovery continues to falter it
would not be surprising 1o see capex 1o sales fali below the 13% rate. as it has in other countries.
On the wireless side. capex cuts are also anticipated. In our view. slower capex spending in
wireless is further supporied by the prospects of industry consolidation

COST REDUCTIONS KEY TO NMAINTAINING EARNINGS AND BOOSTING MARGINS. SBC
sees the margin differential berween 1t and \'Z and BLS as indicating an opportunity for further
cost curting. Poinung to opportuniues in consolidating cali centers. raising efficrencies in network
operations and generallv rimming overhead costs. Stephenson is focused and confident in using
these steps 10 help improve margins in the face of sharc i0ss

CALIFORNIA DSL EXPERIENCE GIVES CONFIDENCE IN LONG TERM POTENTIAL  In
California. SBC is enjoving the benefirs of scale DSL operations. having achieved about 10%
penetration so far. As a result. cperations are alreadyv EBITDA positive and on the tratectorny to
reach SBC s targered hurdle rate

The steps thar got California to scale include an efiectne seit— instaliation prograim. low help
dosk costs effective churn contro! rdown towarde 2- 3 and effective marketing against the
cable operators SBC believes that mass market deplevment of DS will occur and thar tiered
offerings are one step in petting there This will allove fower momthly prices for lower speeds. but
should be able to maintain an average monthhv price of approximarelv £400 This iv a little higher
than our long rerm esumate bt directionaliv o models ook at the market in the same way.,
Due to the absence of long distance approval in Calids riia and the Ameritech states SBC will
continue 10 try 1o bundle DSL a<a way of affscirmg shar Joess idicatng thar chuin falis 75% for
those customers taking DSE.UH 1o of thetr 1ocal servire
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Legg Mason Wood Walker, Inc.

Industry Update Blair Levin
Rugust 2z, 2002 blevin@leggmason. com
{202) 776-1595
Daniel Zito
dezitofleggmason. com
{410) 454~4333
Bells Retrain Guns on UNE-F, but Quick Kill Unlikely

All relevant disclosures appear on the last page of this report.

KEY POINTS:

+ We believe the debate at the FCC over the future of UNE-P has surpassed the
broazdband debate in intensity and near-term importance for the telecom
sector, as the Bells have Deen thrown on the defensive due to line losses to
rivals.

* We believe that the Bells (SBC, BLS, VI, Q) will have a difficult time
convincing regulators to quickly eliminate the rights of local competitors to
lease out Bell networks (URE-FP) at deep discounts. This is problematic for
all the Bells but, in our view, is particularly problematic for SBC as its
lack of long-distance progress in the Ameritech regicn makes it more
vulnerakle to UNE-P competitors. The Bells could gain scme immediate relief
in business markets (as well as some relief toward deregulating their
broadband offerings in separate proceedings), but we doubt the FCC will
eliminate UNE-P in residential markets in the near term.

* We believe the Commission is likely to establish a sunset or triggers for
phasing out UNE-P. While the details of such rules are far from settled, we
think the result will give key UNE-P providers, WorldCom (WCCEQ) and AT&T
(T), time to continue to change the facts on the ground. The more they win
new local customers, the more they increase the potential for a backlash if
the phase-out dismantles the main platform for residential competition.

* Even if the FCC scraps or pares back UNE-P, many state regulators would
likely try to retain it. Also, all decisions would be subject to court
challenge that could take years tc resclve, with the courts likely to
maintain the legal status guo in the meantime.

* While the Bells will not gain immediate regulatory relief, we believe that
through bundling and other marketing efforts, they can significantly reduce
the negative impact of UNE-P competition.

* We believe another potential "nightmare for the Bells would be if cable
begins using UNE-P to accelerate its budding cable telephony offerings.

As we noted when WorldCom announced its "Neighborhood" plan, the intensified
efforts by WorldCom (WCOEQ) and AT&T (T) to compete using the Bell

Unbundled Network -£lements Platform (UNE-P) has dramatically raised the
stakes of the FCC unbundling peolicy debates. (See our April 23 note WCOM/MCI
Bundled Phone Offer Challenges Rivals and Regulators.) The most recent Bell
qparter;y reports suggest that the impact of UNE-P is quickly growing., (For a
d}scussnon of the economics of UNE-P, see the report by our colleagues Daniel
Zito and Brad Wilson, Cautious Long-Distance Outlook, June 27, 2002. For a
state-by-state UNE pricing and sensitivity study, see attachment to VZ:
Comments on RBOC Weakness, August 21, 2002, by our collegues Michael J
Balhoff and Christopher. C. King.) '

The impact of UNE-P has caused the Regional Bell Operating Companies

(5BC, BLS, Q, VZ) to shift their priorities in seeking regulatory relief.
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~ While the core Bell policy thrus: had been tc gain deregulation of their
=~ broadband services, recent events suggest the Bells have ramped up their
~ lobbying efforts to cripple the ability cf competiters to use UNE-F toc gain
b market share in the traditional voice market.
!i Some in the Bell camp have predicted the FCC will act to eliminate UNE-P in
& flash cut. FCC action on UNE-P is still months away (probably 4-8 months)
ny but our current view is that prediction is likely to prove largely inaccurate
h in the near term, particularly concerning the availability of UNE-P in
- residential markets. This note outlines some of the dynamics affecting the
- resolution of the UNE-P debate.
Background on UNE-P. UNE-P cffers competitcrs an opportunity to use
- a2ll the UNEs at discounted "TELRIC" (Total Element Long Run Incremental Cost)
. rates and to add further value-added services on top of the platform.
- Lecording to an industry estimate building on a FCC survey of incumbent local
exchange carriers (ILECs}, of the 20-plus million lines won by long-distance
) companies (IXCs) and other local competitors (CLECs) as of June 2002, about
7.7 million are UNE-P pased. It is the fastest growing method of competitive
- entry. In 2001, according to FCC data, mere than 60% of the CLEC line growth
’ was due to UNE-P, about twice the rate in 2000. T and WCOEQ are capturing
— most of the UNE-P line growth but other companies are responsible for about
- 43% of UNE-P lines.
- Reasons for Increase in UNE-P Competition. While UNE-P has been available
for some time, its use has ramped up significantly over the last year. In our
[ view, this is due to two critical develcpments. First, numerous states have
- lowered wholesale UNE-P rates. Second, the Bells have achieved sufficient
- long-distance entry to give the IXCs the incentive to more aggressively use
= UNE-P to protect their existing markets.
biffering Impact on the Bells. UNE-P has had a differing impact on each of
- the Bells, affecting SBC and BLS more negstively in the last guarter than VZ,
The reason for this difference, in our view, is that VI's relative lead in
- gaining long-distance entry (with 74% of its lines already eligible) has
given it the ability to bundle local and long distance in more states,
- providing a stronger defense against competition. As a measure of the value
¢f long distance offerings in combating UNE-P competition, we note that SBC
- estimates that where it offers long distance, it doubles its winback rates.
We also think that VZ's intensified strategy of bundling their landline voice
_ services with wireless and Internet access services will provide an even
- stronger defense against UNE-P competitors. -
~ We surmise that BLS will have greater success in stemming the tide of UNE-P
line loss once it gains the right tc offer long distance services in more
m states. It currently has applications pending in 5 of the remaining 7 states
where it cannot offer such services. An FCC decision on these 5 is due in
- mid-September and we believe the prospects for approval are good.
- In light of UNE-P competition, SBC's problems in advancing its Sec. 271
- long-distance applications become more important to SBC's financial picture.
= This is particularly true in the Ameritech regicn and California. SBC has a
large window of vulnerability in the Ameritech region where state regulators
- have been aggressive in providing incentives for UNE-P competition, but SBC
has not made significant progress with the testing and verification required
- for Sec. 271 approval. In California, SBC has better prospects, as it hopes
to send the FCC its long-distance application in September. Given the TELRIC
- price cuts just announced by the state PUC and California's size, we expect a
- major push by T to sign up customers before SBC gets approval to offer long
- distance services.
- Comrovary ot e empaer 0 To hein aiue to ite lack of long-distance
' ‘ prcval to offer long distance services in
a number of states 1in the next several months. While Q's states are not the
- EézSZ:EtE;;o;;:yaitite: §or thethE-ggbased competitors, we note that UNE-P
acted more an m i
- South Dakota, and Wyoming. arket share in Iowa, North Dakota,
=
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